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This report on the profitability of the 
property/casualty insurance industry and in particular of the medical 
malpractice insurance line was prepared at the request of 
Representatives Henry A. Waxman and James J. Florio and Senators Paul 
Simon, Daniel K. Inouye, Albert Gore, Jr., and Jay D. Rockefeller. 
Four different estimates of medical malpractice and general liability 
profitability are provided using different assumptions about reserve 
adequacies and discounting. These estimates show that over the 
11-year period from 1975 to 1985 the medical malpractice line 
incurred losses when the reserved were valued at their full estimated 
payout, but was profitable when the reserves were discounted to 
present values. It was further found that the general liability line 
was profitable over this 11-year period under all but one of the 
estimating assumptions. In that estimate, it was assiuned that the 
reserved were not discounted to present values and that they were 20 
percent deficient. The report concludes that despite incurring 
substantial underwriting lossses over the period from 1976 through 
1985 the property /casualty insurance industry has more than offset 
those aggregate losses with investment gains. The report estimates 
the industry had an $81 billion profit during thir period but notes 
that the industry estimates profit at $54 billion. An explanation of 
scope and methodology, data tables, and a glossary are appended. 
(ABL) 
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United States 

General Accounting Of Hce 

Washington, D.C. 20548 



General Government Division 

B-220675 

July 13, 1987 

The Honorable Henry A. Waxman 
Chairman, Subcommittee on Health 

and the Environment 
Committee on Energy and Commerce 
House of Representatives 

The Honorable James J. Florio 
Chairman, Subcommittee on Commerce, 

Consumer Protection, and Competitiveness 
Committee on Energy and Commerce 
House of Representatives 

The Honorable Paul Simon 
United States Senate 

The Honorable Daniel K. Inouye 
United States Senate 

The Honorable Albert Gore, Jr. 
United States Senate 

The Honorable Jay D. Rockefeller 
United States Senate 

On May 27, 1986, you requested that we provide you with information 
relating to the affordability and availability of commercial liability 
insurance. Part of your request dealt with information on the profitabil- 
ity of the property /casualty insurance industry and in particular on the 
profitability of the medical malpractice insurance line. In a subsequent 
discussion with your offices, we agreed to estimate the profitability of 
the property /casualty insurance industry, concentrating on the medical 
malpractice and general liability insurance lines. We also agreed that 
other parts of your request would be addressed in separate studies. 

Profitability in the insurance industry is determined by combining both 
underwriting results and investment results. Despite incurring substan- 
tial underwriting losses over the 10-year period 1976 through 1985, the 
property /casualty insurance industry has more than offset those aggre- 
gate losses with investment gains. The underwriting losses resulted, in 
part, from the industry's **cash flow underwriting" pricing strategy in 
' which companies sacrificed underwriting gains in an attempt to attract 
more business and thereby enhance investment gains. We estimate that 
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the industry had about $81 billion in after-tax income over this period. 
We estimated the industry's profitability over this period ratlier than 
concentrating our analysis on the last few years because the industry is 
subject to underwriting profit and loss cycles. Therefore, data covering 
longer periods provide better perspective on the industry's profitability. 

The industry disagrees with our 10 year profitability estimate of $81 
billion — its method of calculation would show $54 billion. Even the 
lower estimate by the industry shows that the industry's average rate of 
return on net worth has not been out of line with those of other indus- 
tries. We believe that the industry's reported rates of return are con- 
servative since they are based on reserves that have not been 
discounted, i.e., their reserves do not reflect the present value of claims 
that are estimated to be payable in the future. Furthermore, we believe 
that the relatively low rates of return earned in recent years are not 
necessarily indicators of serious longer term problems in the industry. 
Indeed, the industry reported substantial earnings improvement in 1986. 

Profitability estimates for the medical malpractice and general liability 
lines depend primarily on the adequacy of the reserves for future pay- 
ment of claims (losses) and whether those reserves are discounted to 
reflect their present values. These reserves, which are an expense of 
operation, are of necessity actuarial estimates of losses that are 
expected to be paid out in the future. Furthermore, these reserves are 
adjusted periodically to take account of claim and loss expense esti- 
mates that may differ from earlier estimates. Thus, measures of profit- 
ability in jLiy given year may understate or overstate the ultimate 
x^sults of an insurance operation. 

Of additional importance, by industry accounting standards and as 
required by state regulators, reserves are frequently booked as expenses 
at the full value of 'expected future loss payouts despite the fact that 
only the present value of the reserve invested at interest need be set 
aside to meet expected future claims settlements. For example, if a claim 
will cost $100 in 10 years, should a $100 reserve be immediately estab- 
lished for that claim or should a reseiTe of a lesser amount — a dis- 
counted amount — be established that, when invested over the 10-year 
period, will yield $100? 
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We have A:om.Tiended in the past^ that for tax purposes reserves be set 
aside on a **discounted" basis because, in reality, this amount invested 
at interest will be sufficient to meet expected future losses as long as 
expectations do not materially change. In its consideration of the Tax 
Reform Act of 1986, Congress agreed with our recommendation and 
required insurers to discount their reserves for tax piuposes. 

In this report we pi'esent foiu* different estimates of medical malpractice 
and general liability profitability using different assumptions about 
reserve adequacies and discounting. Essentially, those estimates show 
that over the 1 1-year period 1975 to 1985 the medical malpractice line 
incurred losses when the reserves were valued at their full estimated 
payout but was profitable when the reserves were discoiuited to present 
values. The general liability line was profitable over this 1 1-year period 
under all but one of our estimating assumptions. In that estimate we 
assumed that the reserves were not discounted to present values and 
that they were 20-percent deficient. 



Objective, Scope, and 
Methodology 



Our objective was to estimate the profitability of the property/casualty 
insurance industry, concentrating on the medical malpractice and gen- 
eral liability insurance lines. To do this, we used publicly available data 
reported by the A.M. Best Company on premiums, losses, and expenses. 
We used Best's data because it is the only aggregated data base readily 
available for making such estimates. Best gathers its data from the 
annual financial statements the insurance companies file with state reg- 
ulators. We did not test the accuracy or adequacy of the data reported 
by the companies or by Best. The data reported by Best do not cover the 
entire industry. Among those not included in the Best data are (1) joint 
underwriting associations, (2) a small portion of physician-owned insur- 
ance companies, (3) reinsurers, (4) small commercial insurers, and (5) 
self-insurance mechanisms. Because our analyses are based on aggre- 
gated industry data, the operational and investment experience c ^ indi- 
vidual companies could well vary. 



Because Best does not allocate all investment income ana gains by insur- 
ance line, we had to estimate the investment results for these lines. Our 
estimates were derived by calculating net cash flow after federal income 
taxes and by assuming that the net cash flow amoimts were invested in 
a representative investment vehicle, i.e., 10-year Treasury securities. 



' Congress Should Consider Changing Federal Income Taxation Of The Property/Casualty Insurance 
Industry (GAQ/GGI>85-10, March 26, 1985). 
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Treasury securities were selected because they are virtually risk free, 
and because claims in the medical malpractice and general liability lines, 
in many cases, are not settled for 10 years or longer after the premiums 
are written. Furthermore, we assumed that the securities were held until 
maturity, and therefore our investment income estimates do not incor- 
porate either capital gains or losses. 

For our purposes, the after-tax cash flow was the amount assumed to be 
available for investment in the following year. The amount of invest- 
ment income produced by the after-tax cash flow would depend on how 
those funds were invested and the return they generated. Each year's 
estimated investment income then became a component of cash flow for 
that year. Furthermore, since we assumed that each year's net cash flow 
was invested in 10-year securities, the total estimated interest earned 
annually was an accumulation of the interest earned on all prior years' 
net cash flows. 



Annual earnings are the excess of after-tax cash flow over the amounts 
the reserves are changed annually (reserve at the end of the year less 
the reserve at the beginning of the year). Annual earnings depend on the 
adequacy of the reserve established and whether a reserve equivalent to 
all expected claim payments or a discounted reserve is established. 

We should also note that medical malpractice insurers are not a homoge- 
neous group. Medical malpractice insurance providers are comprised of 
both stock and mutual insurance companies. Among the mutual insurers 
are insurance companies formed by medical professionals to assure the 
availability of medical malpractice insurance at the lowest possible cost. 
Thus, their motivation is not necessarily profit oriented. The physician- 
owned and hospital-owned companies included in our analysis com- 
prised approximately 38 percent of our data base. However, to estimate 
the profitability of the medical malpractice insurance line we included 
both stock and mutual insurers. Our scope and methodology are 
explained in greater detail in appendix I. 



The analysis and conclusions contained in this report are concerned 
solely with the estimation of property /casualty insurance industry prof- 
itability. While our conclusions about discounting reserves for profit- 
ability purposes are based on principles of general applicability, it 
should not be assumed that they apply to any other industry in exactly 
the same way as they apply to the property /casualty insurance industry 
without studying that other industry. Furthermore, because premium 
determination and investment decisions are so comnlex, it was not 
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within the scope of this review to ascertain the extent to which the dis- 
counting of reserves would influence premiums, the industry's invest- 
ment decisions, or the ability of companies to be competitive. 



Property/Casualty 
Insurance Industry 
Profitability 



In July 1986, we testified^ that over the 10-year period 1976 through 
1985, the property /casualty industry had about $81 billion in after-tax 
income despite almost $65 billion in underwriting losses. This income 
resulted primarily from investments the industry made with funds col- 
lected from premiums. Over the 10-year period 1976 through 1985, the 
industry had investment income and capital gains of approximately 
$144 billion. (See tables II. 1 and II.2.) Thus, profitability in the insur- 
ance industry is determined by combining both underwriting results and 
investment results. 



These figures are derived from our own computations, and the industry 
disagrees with some of the elements of these computations. Specifically, 
the industry objects to our including unrealized capital gains of $12 bil- 
lion as reported by Best in calculating investment gains and excluding 
policyholder dividends of $15 billion in calculating expenses. We recog- 
nize that unrealized gains are just that, unrealized, and, therefore, are 
subject to investment risks that could result in lower or higher amounts. 
However, we have chosen to include unrealized gains in our industry- 
wide calculations because it is within a company's control to manage its 
investment portfolio to realize these gains while the investments are 
profitable. We have excluded policyholder dividends because we con- 
sider them to be voluntary, not mandatory, distributions by the compa- 
nies. Since the companies are not required to make these distributions, 
we have chosen to exclude them from our undenvriting loss figure. 

If we acyusted our figures to exclude unrealized gains and to include 
policyholder dividends (the approach used by the industry in its calcula- 
tions), the industry's net underwriting loss for this 10-year period would 
be about $80 billion and its investment income and capital gains would 
be about $132 billion. Overall, its after-tax net gain would be about $54 
billion. Thus, the industry's concern with our computations does not rest 
with the issue of whether or not the industry was profitable, only with 
the degree of profitability. 



^ Profitability of the Property/Casualty Insurance Industry , statement by William J. Anderson, GAG, 
before the U.S. House of Representatives, Subcommittee on Ekionomic Stabilization, Committee on 
Banking, Finance and Urban Affairs, July 30, 1986. 
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Property /casualty industry underwriting losses over the last several 
years have been substantial (see table 11. 1), with record losses being 
recorded in 1985. It should be noted, however, that the industry is sub- 
ject to profit and loss underwriting cycles. For example, during profita- 
ble periods, insurance companies can increase their capacity, take 
varied and greater risks, and generally lower their premium rates in an 
attempt to achieve a greater, or to defend ther existing, market share. 
Such actions engender price competition as other firms lower their 
prices to retain their market shares. As price competition progresses, 
favorable premium profit margins erode; and if competition continues 
unabated, premium profit margins turn negative and underwriting 
losses occur. 

As the cycle continues, companies respond to their underwriting losses 
by instituting greater underwriting discipline — restricting policy issu- 
ances — and/or raising the prices they charge for their policies. A conse- 
quence of these actions is that consumers fmd it more difficult to obtain 
insurance, and the insurance they obtain will be more costly. The com- 
panies' actions, however, generate improved profit margins that eventu- 
ally lead the underwriting cycle back to a profitable state. Once 
profitable, the cycle begins again. 

As we reported in April 1986,^ the most j-ecent loss cycle was more pro- 
tracted in duration than usual with underwriting losses resulting in 
every year since 1980. The continuation of the industry's underwriting 
losses was exacerbated by the industry's cash flow underwriting pricing 
strategy, which relied upon investment income to overcome underwrit- 
ing losses. Basically, companies were willing to accept lower premiums 
for certain insurance lines in order to encourage sales and obtain funds 
for investment. This strategy, however, changed as underwriting losses 
became unac\.3ptably high. 

Although the industry's after-tax income may seem quite large in abso- 
lute terms, it needs to be compared to some standard or base to give it 
appropriate meaning. The measure commonly used by investors, finan- 
cial analysts, and others to make inter-industry or company compari- 
sons of profitability is the rate of return on net worth. Using that 
standard, we testified in July on the basis of data reported by the indus- * 
try that the industry's longer term profitability was not out of line with 



^ Financial Cycles in the Propeity/Casr^ty Industry (GAO/GGD-S6-56FS, April 9, 1986). This fact 
sheet covered the period 1945 through 1984 and showed that profitability in the property/casualty 
industry is cyclical. 
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those of other industries, such as the banking, transportation, and util- 
ity industries. (See table II.3.) We note, however, that the property /casu- 
alty industry's reported rate of return is conservative in that the rate is 
based on reserves that have not been discounted. 



ERIC 



It should also be noted that the property /casualty industry's rate of 
return has varied more dramatically from year to year than has the rate 
of return in other industries. Moreover, the rates of return earned by the 
property /casualty industry have been substantially lower than those 
earned by comparable industries in the last several years. Because the 
property /casualty insurance industry is cyclical in nature, we believe 
that it is more appropriate to compare average returns over a period of 
time than returns in any given year. Thus, we do not believe that the 
relatively low returns earned by the property /casualty industry from 
1982 through 1985 are necessarily indicators of serious, longer term 
profitability problems in this industry. Indeed, recent reports by the 
industry and investment advisory services indicate that its rate of 
return has improved. 

Since our July testimony, the Insurance Information Institute has 
reported^ that the property /casualty industry's earnings improved sub- 
stantially in 1986. On the basis of its data, we calculate that the indus- 
try's after-tax net gain increased from $9.7 billion in 1985 to about $17 
billion in 1986. Using the industry's method of calculation, th;i indus- 
try's after-tax income increased from $1.9 billion in 1985 to $12.7 billion 
in 1986. Importantly, the 1986 data indicate that the industry's pricing 
and underwriting actions over the last few years have caused the under- 
writing loss cycle to turn and begin moving in a positive direction. 

Furthermore, two investment advisory services. Value Line, Inc., and 
Salomon Brothers, Inc., forecast improving industry profitability. The 
Value line Investment Survey dated April 17, 1987, estimates signifi- 
cant improvement in the industry's rate of return on net worth. It esti- 
mates that the rate will average about 16 percent annually through 
1991. Salomon Brothers' Property /Casualty Insurance Quarterly - Year- 
End 1986 dated May 8, 1987, predicts that for its index of insurers, 
"consolidated earnings will increase more than Salomon Brothers' 
expectations of 17% and 18% corporate growth in 1987 and 1988, 
respectively." Salomon Brothers attributes the industry's expected per- 
formance to rate increases in the 1985 to 1986 period, moderate eco- 
nomic activity, and returns on a strong cash flow. 

^ The Executive Letter Special Report , March 23, 1987. 
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We first estimated the profitability of the medical malpractice and gen- 
eral liability lines using both undiscounted and discounted reserves. As 
described earlier, these estimates assumed that the reserves established 
by the industry were adequate to cover future claims. We also did simi- 
lar analyses assuming that reserves were inadequate and needed to be 
increased by 10 percent and 20 percent. For the medical malpractice and 
general liability lines, we expressed their profitability as a rate of return 
on premiums earned rather than a return on net worth. We expressed 
the rate of return in this manner because it was not practical to deter- 
mine for companies with multiple insurance lines the portion of their net 
worth attributable to the medical malpractice and/or general liability 
lines. 

Tables II.4 and II.5 are provided to give perspective on the top 10 medi- 
cal malpractice insurers in 1985 and their relationship to all medical 
malpractice insurers. These tables show (1) the companies' net medical 
malpractice premiums written, (2) their underwriting losses, (3) their 
combined ratios (an indicator commonly used in the industry to indicate 
underwriting profitability), (4) the relationship of the medical malprac- 
tice line to other lines the companies offer, (5) the relationship of the 
company's medical malpractice business to the total industry's medical 
malpractice business, and (6) the relationship of the top 10 companies' 
medical malpractice business to the total industry's medical malpractice 
business. Tables II.9 and 11.10 provide like information on the top 10 
general liability insurers in 1985. 



We computed the annual earnings of the medical malpractice and gen- 
eral liability lines using reserves that had not been discounted. In the 
case of the medical malpractice line, we computet' a cumulative $653 
million loss over the 11-year period 1975 through 1985. For the same 
period, the general liability line yielded a profit of $2.0 billion. The 
cumulative rate of return expressed as a percent of premiums earned 
was a negative 4.6 percent for the medical malpractice line and a posi- 
tive 3.4 percent for the general liability line. (See tables II.6 and Il.li.) 



Profitability Estimates As noted earlier, both the medical malpractice and general liability lines 

Improve When Reserves typical of insurance lines where claims are commonly paid many 

Are Discounted ^^^^ ^^'^^^ reserves for those claims are established. Once estab- 

lished, the assets underlying the reserves are invested and earn income 
until claims associated with the reserves are paid out. To measure the 
line's profitability, accounting principles require the application of the 



Medical Malpractice 
and General Liability 
Profitability Results 



Profitability When 
Reserves Are Not 
Discounted 
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"matching concept." This concept is founded upon the principle that to 
appropriately measure the net income of a business transaction all 
expenses associated with the transaction should be matched against the 
income generated by the transaction. Normally, periodic expense recog- 
nition achieves the intent of the matching concept. However, when the 
transaction produces income over many years, as in the case of insur- 
ance ie3er\^es, the recognition of the entire expense in only the first 
year, the method generally followed in the industry, understates net 
income in that year. This can be corrected by using an alternative mea- 
sure of income that deducts from current revenues only the present 
value of the future amounts that will be paid. This alternative measure 
involves discounting the reserves to recognize their present value. 

The National Association of Insurance Commissioners generally does not 
allow the discounting of reserves by requiring that insurers use account- 
ing principles prescribed by the states. For legitimate soh'ency consider- 
ations, those accounting principles generally require that certain costs 
be deducted immediately, including reserve amounts equal to total 
future claim payments. However, for determining profitability, those 
accounting principles understate earnings by overstating current 
expenses. Some states (e.g.. New York, Illinois, Pennsylvania, Ohio, and 
Michigan) have allowed physician-owned medical malpractice insurance 
companies to discount their reserves. Our calculations using discounted 
reserves took account of the discounting already performed by 
physician-owned insurance companies.'^ 

We discounted the reserves by the average annual interest rate earned 
on 10-year Treasury securities. Using this approach, the medical mal- 
practice line yielded a profit of $2.2 billion over the 1 1 -year period 1975 
through 1985. (See table II.7.) The general liability line yielded a profit 
of $8.0 billion over the same period. (See table 11.12.) As a percentage of 
premiums earned, the medical malpractice line's cumulative rate of 
return increased from a negative 4.6 percent to a positive 15.3 percent 
when the reserves were discounted in this manner. (See table II.7.) Simi- 
larly, the general liability line's cumulative return increased from 3.4 
percent to 13.4 percent. (See table 11.12.) 
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"Data provided by the Physician Insurers Association of America. 
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Profitability Estimates 
Deteriorate If the Reserves 
Established Are Not 
Adequate to Cover Claims 



As noted earlier, one set of our profitability estimates assumed that the 
industry-established reserves were sufficient to settle future claims. We 
made this assumption because companies review their reserve estimates 
at least annually and are bound by state regialators to provide for fully 
ad^^quate reserves. Future events, however, may show that the resen'es 
are either excessive or inadequate. Some in the industry believe that the 
reserves are inadequate. If, due to unforeseen circumstances, the midis- 
counted reserves r roved insufficient, then the profitability of the lines 
would deteriorate. To provide a degree of conservatism in Vght of this 
possi )ility, we prepared another set of profitability estimates on the 
alternative assumptions that the estimated reserve requirements are 
inadequate to the extetit of 10 percent or 20 percent of their current 
stated value. 



If the undiscounted reserves needed to be increased by 10 percent, our 
estimate of the medical malpractice line's profitability for the 1 1-year 
period 1975 through 1985 would decline from a $653 million loss to a 
$1.2 billion loss, and its rate of return as a percentage of premiums 
earned would decline from a negative 4.6 percent to a negative 8.8 per- 
cent. Similarly, the general liability line's profitability would decline 
from a $2.0 billion profit to a $783 million profit, and its rate of return 
would decline from 3.4 percent to 1.3 percent. 

If the undiscounted reserves were insufficient and needed to be 
increased by 20 percent, the estimated profitability of the lines would 
deteriorate further. The estimated profitability and rate of return on the 
medical malpractice line would decline from a $653 million loss to a $1.8 
billion loss and from a negative 4.6 percent rate of return to a negative 
13.0 percent, respectively. (See table II.8.) Similarly, the estimated prof- 
itability and rate of return for the general liability line would decline 
from a positive $2.0 billion and a positive 3.4 percent to a negative $462 
million and a negative 0.8 percent, respectively. (See table 11.13.) 

Likewise, if reserves that had been discounted proved to be deficient 
and an additional 10 percent needed to be added to settle future claims, 
then our estimate of the medical malpractice line's profitability and rate 
of return would decline from a $2.2 billion profit to a $1.9 billion profit 
and from a 15.3 percent rate of return to a 13.1 percent rate of return. 
Similarly, the general liability lixie's estimated profitability and rate of 
return would decline from an $8.0 billion profit to a $7.4 billion profit 
and from a 13.4 percent rate of return to i2.b percent return. 
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If the discounted reserves needed boosting by 20 percent to be suffi- 
cient, then the estimated profitability and rates of return on the medical 
malpractice and general liability lines would decline further to a $1.6 
billion profit and a 10.9 percent return and a $6.7 billion profit and an 
11.2 percent return, respectively. (See tables II.8 and n.13.) 



Profitability in the insurance industry is determined by combining both 
underwriting results and investment results. Despite incurring substan- 
tial underwriting losses over the 10-year period 1976 through 1985, the 
property/casualty insurance industry has more than offset those aggre- 
gate losses with investment gains. The underwriting losses resulted, in 
part, from the industry's cash flow underwriting pricing strategy in 
which companies sacrificed underwriting gains in an attempt to attract 
more business and thereby enhance investment gains. We estimate that 
the industry had about $81 billion in after-tax income over this period. 
Because of the cyclical character of the industry's underwriting experi- 
ence, we believe that data covering longer periods, rather than concen- 
trating oil the last few years, provide better perspective on the 
industry's profitability. 

The industry disagrees with our 10 year profitability estimate of $81 
billion — its method of calculation vvould show $54 billion. Even the 
lower estimate by the industry, however, shows that the industry's 
average rate of return on net worth has not been out of line with those 
of other industries. We believe that the industry's reported rates of 
return are conservative since they are based on reserves that have not 
been discounted. Furthermore, we believe that the relatively low rates 
of return earned in recent years are not necessarily indicators of serious 
longer term problems in the industry. Indeed, the industry reported sub- 
stantial earnings improvement in 1986, and both Value Line and Salo- 
mon Brothers project substantial improvement in the industry's 
profitability and rate of return on net worth for the next several years. 

Profitability estimates for the medical malpractice and general liability 
lines depend primarily on the adequacy of the reserves for future pay- 
ments of claims and whether those reserves are discounted to reflect 
their present values. If the reserves established to cover future loss 
payouts are inadequate, boosting the reserves to cover those losses will 
produce lower estimates of the profitability of the line. Conversely, the 
estimated profitability of the line will improve if the reserves are dis- 
counted. We have recommended in the past, and Congress has agreed, 
that for tax purposes reserves be established on a discounted basis. 
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Using reserve amounts as established by the industry and applying dif- 
ferent assumptions about reserve adequacies and discounting, we devel- 
oped four profitability estimates for each line. Essentially, those 
estimates show that over the 11-year period 1975 to 1985 the medical 
malpractice line incurred losses when the reserves were valued at their 
full estimated payout, but the line was profitable when the reserves 
were discounted to present values. The general liability line was profita- 
ble over this 11 -year period under all but one of our estimating assump- 
tions. In that estimate, we assumed that the reserves were not 
discounted to present values and that they were 20-percent deficient. 

At your request, we have not obtained comments on this report. As 
arranged with your offices, unless you pubMy announce its contents 
earlier, we plan no further distribution of this report until 15 days from 
its issue date. At that time, we will send copies of the report to various 
Senate and House Committees, Members of Congress, and other inter- 
ested parties. If you have questions regarding the tables, please contact 
Mr. Natwar Gandhi of my staff on 376-002a. 



William J. Anderson 
Assistant Comptroller General 
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Scope and Methodology 



The data used in this report were obtained entirely from publicly availa- 
ble information contained in Best's Aggregates and Averages and Best's 
Casualty Loss Reserve Development and from financial information pre- 
pared by the Physician Insurers Association of America. Information for 
our analysis was developed for the 11-year period 1975 through 1985. 
We selected this period because 1975 was the first year that medical 
malpractice insurance was reported by Best as a separate insurance line 
and 1985 was the latest year for which data was available. Prior to 
1975, this data had been combined with the data for general liability 
and, therefore, could not be separately identified. We developed our 
methodology and performed our profitability analyses between July 
1986 and May 1987. 

We used Best's data because it is the only aggregated data base readily 
available for such an analysis. Best gathers its data from the annual 
financial statements the insurance companies file with state regulators. 
We did not test the accuracy or adequacy of the data reported by the 
companies or by Best. The data reported by Best do not cover the entire 
industry. Among those not included in the Best data are (1) joint under- 
writing associations, (2) a small portion of physician-owned insurance 
companies, (3) reinsurers, (4) small commercial insurers, and (5) self- 
insurance mechanisms. Because our analyses are based on aggregated 
industry data, the operational and investment experience of individual 
companies c^uld well vary. 

Since 1975 is the first year that data for these lines were reported sepa- 
rately, prior years' medical malpractice and general liability data (i.e., 
reserves, earnings, and cash flow) are not included in our analysis. As a 
result we did not compute estimated interest earned for the first year of 
our analysis although, in actual practice, cash flow from prior years' 
operations had been invested and premiums earned during 1975 would 
have been available for investment throughout the year. Our analysis is 
based only on the premiums on business issued in the years of our 
study. 

We had to refine the data obtained from Best's Casualty Loss Reserve 
Development because companies used in the Best surveys varied some- 
what from year to year. This occurred for a variety of reasons, including 
company mergers, liquidations, and companies dropping that line of bus- 
iness. When companies were no longer included in the Best data, we con- 
tinued to include claims that were still being paid. When actual claim 
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data for these companies were no longer available, we applied the aver- 
age claim rate for the industry in those years to determine the amount 
of claims. 

Our first step in estimating a line's profitability was to determine the 
line's after-tax cash flow. We estimated the annual after-tax cash flow 
for each line on business issued in those years by adding the premium 
dollars earned and our estimate of the interest earned and subtracting 
claims paid, loss adjustment expenses paid, underwriting expenses paid, 
and federal income taxes paid. 

To estimate investment income, we considered it impractical to attempt 
to identify and trace the investment actions taken by insurance compa- 
nies over the 1 1-year period. We deemed it more practical to estimate 
the amount of annual investment income by identifying a conservative 
investment that would correlate, to the extent possible, with the time 
frame that funds would be Available for investment and compute the 
income that such an investment would produce. 

Claims in the medical malpractice and general liability lines, characteris- 
tically, take a long time to be reported and settled— frequently 10 years 
or longer. Our industrywide analysis of medical malpractice claims 
showed that after 10 years, 26 percent of claims were still outstanding. 
Our analysis for general liability claims showed that after 10 years, 13 
percent of the claims were still outstanding. 

Accordingly, we selected 10-year Treasury securities as appropriate 
investment vehicles. The interest rate we associated with this invest- 
ment was the average annual interest rate for such securities in the year 
of investment. Thus, for example, the 1975 net annual cash flow was 
assumed to be invested in 10-year Treasury securities at the average 
annual interest rate such securities earned in 1976. The average annual 
interest rates used in our analyses are shown in table I.l. 



Table 1.1: Average Annual Interest Rates 
on 10-Year Treasury Securities, 1976- 
1986 



Year Rate Year Rate 

1976 7^1% 1982 13.00% 

1977 7A^ 1983 11.10 

1978 8^41 1984 12.44 

1979 9:44 1985 10.62 

1980 11^46 1986 7^ 

1981 13.91 
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The annual earnings of the line is the amount remaining, if any, after 
premiums earned and interest earned are reduced by annual expenses, 
losses, and taxes and the amount that the companies reserve for future 
claims payments. As can be seen from this methodology, the amount set 
aside for the reserve directly affects the line's annual earnings. The 
reserve amounts established are based or* actuarial estimates the compa- 
nies make using past claims experience and future claims expectations. 
If the reserves ultimately prove to be inadequate, then the reserve was 
underestimated and the line's annual earnings were overstated. Con- 
versely, the annual earnings were understated if the reserves ultimate'/ 
prove to be too great. 

Our first 11-year cumulative profitability estimates for medical mal- 
practice and general liability assumed that the reserves established by 
the industry were adequate to cover future claims. We made this 
assumption because the industry reevaluates its reserves and adjusts 
them at least annually, and more often when its experience deviates 
materially from its earlier expectations or when its future expectations 
change. Furthermore, state regulators for legitimate solvency considera- 
tions require companies to provide for fully adequate reserves. On the 
basis of its review, the property /casualty industry should add to its 
reserves when it believes them inadequate to cover future claims pay- 
ments. Similarly, it should reduce its reserves, and thereby increase its 
earnings, if the reserves are believed to exceed future claims payments. 

Future events may show that the reserves are either excessive or inade- 
quate. Some in the industry believe that the reserves are inadequate. If, 
due to unforeseen circumstances, the undiscounted reserves proved 
insufficient, then the profitability of the lines would deteriorate. To pro- 
vide a degree of conservatism in light of this possibility, we prepared 
another set of profitability estimates on the alternative assumptions 
that the estimated reserve requirements are inadequate to the extent of 
10 percent or 20 percent of their current stated value. 

How insurance companies currently value their future claims will 
directly affect the size of the reserve established and thus the line's 
annual earnings. For example, if a claim will cost $100 in 10 years, 
should a $100 reserve be inunediately established for that claim or 
should a reserve of a lesser amount— a discounted amount— be estab- 
lished that, when invested over the 10-year period, will yield $100? If a 
discounted reserve of less than $100 is established, then a greater 
amount of that year's annual cash flow will be credited to the line's 
earnings. Thus, discounting the reserves increases current earnings. 
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For the purpose of estimating the profitability of a line, we believe dis- 
counting is the appropriate method for valuing the reserves. If the 
reserves are not discounted and all future claims payments are recog- 
nized in the current year, the method generally followed by the indus- 
try, then current net income is effectively reduced for payments that 
customarily are not to be made for several years — understating annual 
income. 

Accounting principles, however, require the application of the "match- 
ing concept." This concept is founded upon the principle that to appro- 
priately measure the net income of a business transaction all expenses 
associated with the transaction should be matched against the income 
generated by the transaction. Normally, periodic expense recognition 
achieves the intent of the matching concept. However, providing fully 
adequate reserves as legitimately required by the states to assure com- 
pany solvency does not satisfy the matching concept. For the purpose of 
determining profitability this can be corrected by deducting from cur- 
rent revenues only the present value of the future amounts that would 
be paid, i.e., the discoimted value of those payments. This would maioh 
against current revenues an estimate of the current value of future loss 
payments. We discounted the reserves using the average annual interest 
rate earned on 10-year Treasury securities and the claim payout pattern 
for each line as shown in the 1986 edition of Best's Casualty Loss 
Reserve Development . 

Generally, reserves reported by companies are not discounted. However, 
some states (e.g.. New York, Illinois, Pennsylvania, Ohio, and Michigan) 
have allowed physician-owned medical malpractice insurance companies 
to discount their reserves. Our profitability estimates using discounted 
reserves took account of the discounting by physician-owned insurance 
companies. 

Also, the medical malpractice line is comprised of both stock and mutual 
insurance companies. Among the mutual insurers are insurance compa- 
nies formed by medical professionals to assure the availability of medi- 
cal malpractice insurance at the lowest possible cost. Thus, the 
motivation these mutual insurers have for profit differs from the profit 
motivation other ''for profit" companies comprising the medical mal- 
practice line have. The physician-owned and hospital-owned companies 
included in our analysis comprised approximately 38 percent of our 
data base. To determine the profitability of this line, both stock and 
mutual insurers have to be included- 
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Table 11.1: Combined After-Tax Qalns for 
the Property/CatuaKy Insurance Industry 
by Year for tfie Period 1976-1985 

(Consolidated Basis)* 



Dollars in millions 



Year 


Underwriting 
gains/ 
losses" 


Investment 
gains/ 
losses' 


Pre-tax total 


Federal 
income tax** 


After-tax 
total 


1976 


($1,726) 


$7,173 


$5,447 


$148 


$5,299 


1977 


1,926 


5,063 


6,989 


1,015 


t 


1978 


2,548 


7,758 


10,306 


1,389 


7 


1979 


24 


11,610 


11,634 


896 


10.738 


1980 


(1,712) 


15,870 


14,158 


593 


13.565 


1981 


(4,464) 


10,858 


6,394 


55 


6,339 


^982 


(8,303) 


18,387 


10,084 


(716) 


10,800 


1983 


(11,088) 


19,441 


8.353 


(1,218) 


9,571 


1984 


(19,379) 


17,875 


(1,504) 


(1,732) 


228 


1985 


(22.597) 


30,219 


7,622 


(2,030) 


9.652 


1976-19SS 


($64,771) 


$144,254 


$79,483 


($1,600) 


$81,083 



"Consolidated totals eliminate "double counting" by excluding intercompany transactions between par- 
ent and subsidiary companies. 

**Net premiums earned, less losses and expenses. These results are based on undiscounted reserves, 
^et investment income plus realized and unrealized capital gatns. 

^Negative federal income tax occurs because companies report losses for tax purposes and conse- 
quently generate negative income taxes. Negative income taxes can be applied to past taxes paid, and 
they generate refunds or are carried fonward to apply against future tax liabilities. 
Source: Data used in the preparation of this table obtained from A.M. Best Company publications. 



Table 11.2; Net Premiums Earned, UnderwrMnfl Gains/Losses, and Combined Ratios by Insurance Une i or the Period 1976-1985 

Dollars in millions 











Underwrittng 
gains/ 
losses as a 
percent of 
all lines 




Insurance lines 


Net 
premiums 
earned 


Premiums 
as a percent 
of all lines 


Underwriting 
gains/ 
losses* 


Combined 
ratios 


Auto liability (Private passenger) 


$192,432 


20.49 


($16,509) 


25.49 


107.9% 


Auto physical damage (Private passenger) 


134.515 


14.32 


815 


(1.26) 


98.6 


\M)rkers' compensation 


128,099 


13.64 


(1.589) 


2.45 


100.9 


Homeowners multiple peril 


96,376 


10.26 


(3,813) 


5.89 


102.4 


Commercial multiple peril 


66,002 


7.03 


(7,014) 


10.83 


108.5 


General liability 


61,746 


6.57 


(13,255) 


20.46 


120.0 


Auto liat)jltty (Commercial) 


46,150 


4.91 


(8.746) 


13.50 


117.6 


Auto physical damage (Commercial) 


25.599 


2.73 


(94) 


0.15 


99.1 


Medical malpractice 


14,143 


1.51 


(5,177) 


7.99 


135.7 


All other lines 


174.066 


18.54 


(9,389) 


14.50 




Total- all llnee 


$939,128 


100.00% ($64,771) 


100.00% 


105.9% 
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®Net premiums earned less losses and expenses T.iis column does not include investment gams allo- 
cated by insurance line 

^All other lines includes, reinsurance 0 14.9): ure (96 9); inland marine (98.0), group accident and health 
(1 1 1 .7); allied lines (97.1 ); burglary and theft (91 2), surety (95.7); ocean manne (108.0), other accident 
and health (101 .8); farmowners multiple pen: {^0^ 5); fidelity (1(>4 8); boiler and machinery (93 8); aircraft 
(104.1), and miscellaneous (111 0). 

Source: Data used m the preparation o. this table ootained from A.M Best Company publications 



Tabl«» Average Annual Rates ^^^^^^^■^^^^^^^^■■^■■^^■^^■■^■^■■■■i^^Hl 

Return — Net Income After Taxes as a Property/ 

Percent of Net Worth for Selected casualty All 

Industries Year insurance Banks Transportation Utilities industries 

1976 10.0% 11 5% 8^8% 10.6% 13.3 % 

1977 19^0 n.6 101 11J las 

1978 18J ^ 13.3 11.3 143 

1979 15.5 14T~" 1 32 JI20 15^ 

1980 iai 134 11^3 117 UA 

1981 1J_8 JiSO 13^3 127 13.8 

1982 8^8 l':.0 7^9 12^ 109 

1983 8^3 11.6 " 133 ^107 

1984 1_8 12 8 12^9 ia4 106 

1985 3B 1o^] IJ^ 1O0 11.5 

Average: 

1976-85 11.0% 12.7% 11.5% 12.2 % 13.2 % 

Source. 1986-87 Property/Casualty Fact Book . Insurance Information ! ute 
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Table 11.4: Top 10 Medical Malpractice 
Insurance Company Qroupt' Medical 
Malpractice Underwriting Losses for 
1985 



Dollars in millions 



Rank' 


Company groups 


Medical 
malpractice 

net Underwriting 
premiums gains/ 
written losses^ 


UOmDinBu 

ratios 


1 


St. Paul 


$551 


($156) 


130.3% 


2 


Medical Liability Mutual. New York 


237 


(167) 


178.0 


3 


CNA 


153 


(129) 


201.2 


4 


Employers Re Group 


127 


(4) 


88.1 


b 


Medical Protective 


120 


(38) 


133.1 


6 


Parthenon Casualty 


95 


(2) 


102.6 


7 


Farmers 


83 


(66) 


173.9 


3 


Illinois State Medical 


83 


(63) 


188.3 


9 


Southern California Physicians 
Insurance Exchange 


82 


(15) 


120.2 


10 


The Doctors' Company, An 
Interinsurance Exchange 


77 


(20) 


126.5 




Total top 10 


$1,608 


($660) 


145.7% 




Total Industry 


$2,769 


($1,642) 


165.9% 




Top 10 as a percent of Industry 


58.1% 


40.2% 





•By amount of medical malpractice net premiums written 

company group is comprised of a number of subsidiary companies under one umbrella company 
^Net premiums earned, less losses and expenses 

Source: Data used in the preparation of this table obtained from A M Best Company publications 
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TaMo 11.5: Mtdical Malpractice Net 
Pramiuma Written by the Top 10 Medical 
Malpractice Company Qroupa In 1985 as 
Comparad With Qroup and Industry 
Product Una Totala 



Dollars in millions 









Net 








premiums 






Malpractice 


^ ritten aa a 






net 


percent of 




Medical 


premiums 


total 




malpractice 


written aa a 


Induatry net 




net 


percent of 
group'a total 


medical 




premiums 


malpractice 


Rank* Company group 


written 


llnea 


premluma 



1 


St. Paul 


$551 


24.7 


19.9 


2 


Medical Liability Mutual, New York 


237 


100.0 


8.6 


3 


CNA 


153 


5.5 


5.5 


4 


Employers Re Group 


127 


12.5 


4.6 


5 


Medical Protective 


120 


100.0 


4.3 


6 


Parthenon Casualty 


95 


76.7 


3.4 


7 


Farmers 


83 


2.1 


3.0 


8 


Illinois State Medical 


83 


100.0 


3.0 


9 


Southern California Physicians 
Insurance Exchange 


82 


99.1 


3.0 


10 


The Doctors' Company, An 
Interinsurance Exchange 


77 


100.0 


2.8 




Total top 10 


$1,608 




58.1 




Total Induatry 


$2,769 




100.0 



'By amount of medical malpractice net premiums written. 

Source: Data used in the preparation of this table obtained from A M Best Company publications 
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Tabit 11.6: ProfitabiHty of the Medical Malpractice Insurance Une for the 11-Year Period 1975-1985 on Business Issued In Those 

Years (Undiscounted Reserves— Assumes Established Reserves Are Adequate) 

Dollars in millions ~~ 



Year 


(1) 

Premiums 
earned 


(2) 

Estimated 
interest* 


(3) 
Loss 
payments 
and 
axpenses 


(4) 
Annual 
reserve 
increase 


(5) 

Federal 
income 
taxes" 


(6) 
Annual 
earnings' 
after taxes 


(7) 
Annual 
earnings as 
a percent of 
premiums 
earned** 


1975 


$622 


$0 


$136 


$516 


($14) 


($16) 


-2.6 


1976 


1,033 


38 


188 


790 


43 


50 


4.9 


1977 


1,150 


100 


252 


782 


100 


117 


10.2 


1978 


1,175 


176 


352 


723 


127 


149 


12.7 


1979 


1,155 


258 


467 


800 


67 


79 


6.8 


1980 


1,305 


359 


638 


906 


55 


65 


5.0 


1981 


1,220 


494 


857 


673 


85 


99 


8.1 


1982 


1,295 


594 


1,185 


754 


(23) 


(27) 


-2.1 


1983 


1.434 


675 


1,264 


811 


16 


19 


1.3 


1984 


1,599 


778 


1,439 


950 


(5) 


(6) 


-0.4 


1985 


2,199 


879 


1,994 


3,272 


(1,007) 


(1,182) 


-53.7 


Totals* 


$14,187 


$4,352 


$8,772 


$10,976 


($556) 


($653) 


-4.6 



'Each year's estimated interest is the sum of the interest earned on the cash flow from prior years. For 
example, the $176 million estimated interest in 1978 is an accumulation of the inteiest earned on prior 
years* cash flows— $38 mithon interest earned on 1975 cash flow, $62 million interest earned on 1976 
cash flow, and $76 million interest earned on 1977 cash flow Interest is calculated using the average 
rates for lO-year Treasury securities available in respective year(s) 

^Federal income taxes computed using corporate tax rate of 46 percent 

^Columns (1 + 2) • Columns (3 + 4 + 5) Results may not add due to rounding 

^(Column 6 / Column 1] x 100 

^Totals may not add due to rounding 

Source Data used in the preparation of this tab'e obtained from A M Best Company publications 
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Tibl« IL7: Profitability of the Modical Malpractice Insurance Line for the 11-Year Period 1975-1985 on Butinett Issued In Those 

Yimrs (Discounted Reserve s—Assumes Established Reserves Are Adequ^ite) 
Dollars in millions 





(1) 


(2) 






(5) 


. (6) 




(3) 


(4) 


Annual 


An jal 




Annual 


Annual 


Increased 


Annual 


earnings 


earnings as 




reterve 


reserve 


eemings 


earnings 


after taxes 


a percent of 


VMr 


increase 


increase 


from 


after taxes 


discounted 


premkUi<is 


(table 11.6) 


discounted* 


discounting" 


(table 11.6) 


reserves'' 


earned' 


1975 


$516 


$355 


$161 


($16) 


$145 


23.3 


1976 


790 


557 


233 


50 


283 


27.4 


1977 


782 


624 


158 


117 


275 


23.9 


1978 


723 


553 


170 


149 


319 


27^ 


1979 


800 


565 


235 


79 


31' 


27.1 


1980 


906 


602 


304 


65 


369 


28.3 


1981 


673 


491 


182 


99 


282 


23.1 


1982 


754 


590 


164 


(27) 


137 


10.6 


1983 


811 


604 


207 


19 


225 


15.7 


1964 


950 


764 


186 


(6) 


180 


11.3 


1985 


3,272 


2.446 


826 


(1.182) 


(356) 


-16.2 


Totals* 


$10,976 


$8,152 


$2,824 


($653) 


$2,171 


15.3 



•The annual rese 'ocrease is discounted by the average annual interest rate earned on 1 0-year Trea- 
sury securities 



*^Colufr 

^Column . jmn 4 Results may not add due to rounding 
^[Column 5 / Column 1 (table II 6)) x lOO 
^Totals may not add due to rounding 

Source Data ^-sed ,n the preparation of this table obtained from A M Best Company publications and 
from the Phybic«an Insurers Association of Amenca 
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TaMe 11.8: Summary of Profitability of the 
Medical Malpractice Insurance Line, 
1975*1985* 



Dollars in millions 




Using company- 




established 


reserves: 




Not 






discounted 


Discounted 




byQAO 


byOAO 


Premiums earned 


$14,187 


$14,187 


Interest earned (estimated) 


4,352 


4,352 


Revenues 


18,539 


18,539 


Payments & expenses 


8,772 


8,772 


Reserves 


10.976^ 


8,152 


Taxes 


(556) 


(556) 


Expenses 


19,192 


16,368 



Earnings 



($653) 



$2,171 



Not discounted by GAP Discounted by GAP 

Percent rate Percent rate 

Reserves Earnings of return^ Earnings of return^ 



Adequate 


($653) 


(4.6) 


$2,171 


15.3 


10% inadequate 


(1,245) 


(8.8) 


1,861 


13.1 


20% inadequate 


(1,838) 


(130) 


1,551 


10.9 



^Medical malpractice profitability, as shown above, depends on (1) the adequacy of reserves estat> 
lished to settle claims, and (2) the degree to which the reserves are discounted. This table shows the 
level of profitability assuming three levels of reserve adequacy, and discounting. 



*^0f this $10,976 million reserve. $2,660 million is shown in the statements of the Physician Insurers 
Association of America as already having been discounted The reserve shown in the second column is 
the result of discounting the remaining $8,316 million and adding the result to the $2,660 million already 
discounted by the companies. 

^Rate of return as percent of ;^remiums earned 

Source- Data used in the preparation of this table obtained from A.M Best Company publications 
from the Physician Insurers Association of America 
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Tabto 11.9: Top 10 Qendsral Liability 
Comi^any Groups' General Liability 
Underwriting Qaina/Lossaa for 1985 



Dollars in millions 



Rank* 


Company group 


General 
liability net Underwriting 
premiums gains/ 
written losses^ 


0>mbfned 
ratios 


1 


American International 


$1,038 


($99) 


108.6% 


2 


CNA 


539 


(251) 


154.1 


3 


■^rum & Forster 


535 


(280) 


159.8 


4 


Motors Insurance Group 


474 


26 


90.0 


5 


Travelers 


460 


(231) 


160.3 


6 


Aetna 


445 


(192) 


144.2 


7 


Hartford 


413 


(110) 


127.1 


8 


Chubb Group 


393 


(43) 


ice.o 


9 


Liberty Mutual 


367 


(130) 


137.9 


10 


Continental 


356 


(123) 


135.9 




Total top 10 


$5,020 


($1,433) 


130.4% 




Total industry 


$11,544 


($4,750) 


145.3% 



Top 10 as a percent of industry 



43.5% 



30.2% 



^By amount of general liability net premiums written. 
^Net premiums earned, less losses and expenses. 

Source* Data used in the preparation of this table obtained from A M Best Company publications 
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Tables 



Table 11.10: General Uability Net 
Premluma Written by the Top 10 General 
Uability Company Groups in 1985 as 
Compared With Group and Industry 
Product Une Totals 



Dollars in millions 











Net 










|JiVITiiUITi9 








General 


as a percent 








liability net 


of total 






General 


premiums 


industry net 






liability net 


as a percent 


general 


Rank* 


Company group 


premiums 


of group's 


liability 


written 


total lines 


premiums 


1 


American International 


$1,038 


331 


9.0 


2 


CNA 


539 


195 


4.7 


3 


Crum & Forster 


535 


19.5 


4.6 


4 


Motors Insurance Group 


474 


52 5 


4.1 


5 


Travelers 


460 


11.1 


4.0 


6 


Aetna 


445 


78 


3.9 


7 


Hartford 


413 


r.3 


3.6 


8 


Chubb Group 


393 


18.3 


34 


9 


Liberty Mutual 


367 


88 


3.2 


10 


Continental 


356 


10.5 


3.1 




Total top 10 


$5,020 




43.5'» 




Total industry 


$11,544 




100.0 



*By amount of general liability premiums written 
''Does not add due to rounding. 

Source Dota used in the preparation of this table obtained from A M Best Company publications 
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Tables 



Table 11.11: Profitability of the General Liability Insurance Une for the 11*Year Period 1975-1985 on Business Issued in Those 

Years (Undiscounted Reserves— Assumes Established Reserves Are Adequate) 

Dollars in millions 

(7) 



Year 


Premiums 
earned 


(2) 

Estimated 
interest* 


(3) 
Loss 
payments 
and 
expenses 


(4) 
Annual 
referve 
increase 


(5) 

Federal 
income 
taxes'" 


(6) 
Annual 
earnings^ 
after taxes 


Annual 
earnings as 
a percent of 
premiums 
earned^ 


1975 


$2,680 


$0 


$1,071 


$1,789 


($83) 


($97) 


-3.6 


1976 


3,564 


129 


1,594 


1,829 


124 


146 


4.1 


1977 


4,805 


275 


2,215 


2,214 


299 


352 


7.3 


1978 


5,755 


491 


2,896 


2,693 


302 


355 


6.2 


1979 


6,117 


779 


3.513 


1,815 


721 


847 


13.8 


1980 


6.176 


1,084 


4,041 


2,244 


448 


526 


8.5 


1981 


5,668 


1,469 


4,638 


1,641 


395 


463 


8.2 


1982 


5,287 


1,743 


5,238 


1,292 


230 


270 


G.I 


1983 


5,279 


1,916 


5,739 


1,238 


100 


118 


2.2 


1984 


5,772 


2,C85 


6,381 


1,943 


(215) 


(253) 


4.4 


1985 


8,709 


2,264 


7.909 


4,359 


(595) 


(699) 


-8.0 


Totals* 


$59,812 


$12,234 


$45,235 


$23,056 


!51,726 


$2,028 


3.4 



^Each year's estimated interest is the sum of the interest earned on the cash flow from prior years For 
example, the $491 million estimated interest tn 1978 is an accumulation of the interest earned on prior 
years* cash flows— $129 million iriterest earned on 1975 cash flow, $146 million interest earned on 1976 
cash flow, and $216 million earned on 1977 cash flow Interest is calculated using the average rates for 
ID-year Treasury securities available m respective year(s) 

-Federal income taxes computed using corporate tax rate of 46 percent 

^Columns (1 + 2) - Columns (3 + 4 + 5) Results may not add due to rounding 

^(Column 6 / Column 1] x 100 

totals may not add due to rounding 

Source Data used in the preparation of this table obtained from A M Best Company publications 
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Appendix n 
Tables 



Tabte 11.12: Profitability of the Qenoral Uabllity Insuranca Une for ttia 11-Yaar Period 1975-1985 on Business Issued In Those 

Ysara (Discounted Reserves— Assumes Established Reserves Are Adequate) 
Dollars in millions 



Ysar 



(1) 
Annual 
rasarva 
Incraaaa 

(table 11.11) 



(2) 
Annual 
reserve 
Increase 
discounted* 



(3) 

Increased 
earnings 
from 
discounting^ 



(4) 
Annual 
earnings 
after taxes 
(table 11.11) 



(5) 
Annual 
earnings 
after taxes 
discounted 
reserves^ 



(6) 
Annual 
earnings as 
a percent of 
premiums 
earned^ 





$1,789 


$1,378 


$411 


($97) 


$313 


11.7 


1976 


1,829 


1,439 


390 


146 


535 


15.0 


1977 




1,695 


519 


352 


871 


18.1 


1978 


2,693 


1,995 


698 


355 


1,053 


18.3 


1979 


1.815 


1,194 


619 


847 


1,468 


24.0 


1980 


2,244 


1,369 


875 


526 


1,401 


22.7 


1981 


1.641 


1,023 


618 


463 


1,082 


19.1 


1982 


1,292 


953 


339 


270 


609 


11.5 


1983 


1.238 


820 


418 


118 


536 


10.2 


1984 


1,943 


1,503 


440 


(253) 


188 


3.3 


1985 


4,359 


3,701 


658 


(699) 


(42) 


-0.5 


Totals* 


$23,056 


$17,069 


$5,986 


$2,028 


$G,014 


13.4 



^he annual reserve increase is discounted by the average annual interest rate earned on lO-year Trea- 
sury securities. 

^'Column 1 - Columns. 

^lumn 3 + Column 4 Results may not add due to rounding 
^[Column 5 / Column 1 (table 11.11)) x 100 
^Totals may not add due to rounding 

Source- Data used in the preparation of this table obtained from A M Best Company publications. 
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Tables 



Table 11.13: Summary of Profitability of 
the Qanaral Liability Insurance Une, 
1975-1985' 



Dollars in millions 






Using company- 
established reserves: 






Not 

discounted 
by GAO 


Discounted 
by GAO 


Premiums earned 




$59,812 


$59,812 


Interest earned (estimated) 




12.234 


12.234 


Revenues 




72,046 


72,046 


Payments & expenses 




45,235 


45.235 


Reserves 




23.056 


17.069 


Taxes 




1.726 


1.726 


Expenses 




70,017 


64,030 


Earnings** 




$2,028 


$8,014 




Not discounted by GAO 


Discounted by GAO 


Reserves 


Percent rate 
Earnings of return*^ 


Earnings 


Percent rate 
of return^ 


Adequate 


$2,028 3.4 


$8,014 


13.4 


10% inadequate 


783 1.3 


7.368 


12.3 


20% inadequate 


(462) (0.8) 


6.721 


11.2 



General liability profitability, as shown above, depends on (1) the adequacy of reserves established to 
settle claims, and (2) the degree to which the reserves are discounted. This table shows the level of 
profitability assuming three levels of reserve adequacy and discounting. 

''Does not add due to rounding. 

^Rate of retum as percent of premiums earned. 

Source: Data used in the preparation of this table obtained from A.M. Best Company publications 
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Glossary 



Annual Earnings The excess of revenue over expenses. Revenue is the sum of premiums 

earned and investment income. Expenses include claim payments, claim 
expenses, underwriting expenses, and the aimual increase in the reserve 
for claims and expenses. 



Annual Reserve Increase The change in the amount of the reserve from the beginning to the end 

of one year. 



Combined Ratio a ratio used by the insurance industry as an indicator of underwriting 

profitability. It is the ratio of claims and expenses to premium income. A 
combined ratio over 100 percent generally represents an underwriting 
loss, while one under 100 percent generally represents an underwriting 
profit. 



Discounting 


The process of determining the present value of future amomits. 


Loss A(ljustment Expenses 


The costs attributable to claim and case settlement, such as attorneys' 




and adjusters' fees. 


Loss Payments 


The amount paid out to policyholders in claims. 


Net Cash Flow 


The dollar amount available for investment after annual claims and 




expenses are paid out of premiums earned and investment income. 



Net Investment Income The amount of investment income remaining after costs associated with 

the generation of that income are deducted. Brokerage fees are an exam- 
ple of such costs. 



Net Premiums Written Premium income received by insurance companies less payments for 

business reinsured. Premium income is obtained from policyholders and 
from reinsuring other insurance companies' policies. 
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Glossary 



Portfolio Rate 



The rate used to accumulate cash flow or to discount reserves. The 
investments of each year are invested at that rate over the whole life of 
the investment. For purposes of this paper, we have equated the dis- 
count rate with the average annual percentage interest rate on 10-year 
Treasury securities. 



Premium 



The sum paid by the policyholder for an insurance policy. 



Premiimis Earned 



That portion of an insurance premium that can be considered the prop- 
erty of an insurance company based on the expired portion of the policy 
period. For example, a 12-month premium written on July 1 will be con- 
sidered 50-percent earned on December 31. Net premiums earned are the 
total premiums earned less the portion of premiums earned ceded to 
other insurance companies or reinsured. 



Reserves 



Amounts set aside to pay (1) reported claims (2) future claims (unre- 
ported), and (3) costs associated with such claims. 



Surplus 



The excess of assets over liabilities held as a safety margin for 
policyhoiders. 



Underwriting Expenses 



Ck)sts arising from an insurance company's underwriting operations. 
This includes such items as brokers' commissions, advertising expenses, 
travel costs, rent, other overhead costs, and equipment costs. 
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Requests for copies of gao publications should be sent to: 

U.S. General Accounting Office 
Post Office Box 60 15 
Gaithersburg, Maryland 20877 

Telephone 202-275-6241 

The first five copies of each publication are free. Additional copies are 
$2.00 each. 

There is a 25% discount on orders for lOo or more copies mailed to a 
single address. 

Orders must be prepaid by cash or by check or .noney order made out to 
the Superintendent of Documents. 
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